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SUPPLEMENTAL MEMORANDUM OPI NI ON

HAI NES, Judge: On April 12, 2006, pursuant to Rule 161
respondent filed a notion for reconsideration of this Court’s

Menor andum Fi ndi ngs of Fact and Opinion in Anschutz Co. & Subs.

v. Conmi ssioner, T.C. Mnp. 2006-40 (Anschutz 1).?

In his notion, respondent alleges that this Court erred “by
failing to address whether Quest’s Common Indirect Costs directly
benefited its section 263A retained assets, and * * * by not
requiring those costs be allocated to Qmest’s section 263A
retai ned assets.” This Suppl enental Menorandum Opi ni on addresses
respondent’s all egations of error.

Backgr ound

We adopt the findings of fact in our prior Menorandum
Fi ndi ngs of Fact and Opinion, Anschutz |I. For conveni ence and
clarity, we repeat below the facts necessary for the disposition
of this notion.

During the years in issue, Qwest entered into contracts to
install conduit (conduit installation projects) and to pul

fiberoptic cable (I RU projects) for third-party custoners.?

1 Unless otherwise indicated, all section references are to
the I nternal Revenue Code, as anended, and all Rule references
are to the Tax Court Rules of Practice and Procedure.

2 The years in issue were July 31, 1994 through 1996.
Before and during the years in issue, Qwest was known by
di fferent nanes, but for convenience, it will be referred to only
(continued. . .)
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These contracts were long-termcontracts as defined by section
460. After Qnest contracted with the third-party custoners, it
decided to install for its own potential future use or sale

addi tional conduit or fiberoptic cable along the sanme route as
the customers’ conduit or cable.?

Because Qnest was engaged in the simultaneous installation
and sale of conduit or fiber to third-party custoners and the
installation and retention of additional conduits or fibers for
its own potential future sale or use, Qmest allocated total
project costs between third-party contracts and the retained
assets using an increnental cost allocation nethod. Qmest’s
increnmental cost allocation nethod is described as follows: (1)
Qnest allocated to the custoner contracts what it determned to
be direct costs associated with those contracts; (2) Quwest
allocated to its retained assets what it determned to be the
direct costs associated with its retained conduits and fi bers;

and (3) Qmnest allocated what it determned to be indirect costs

2(...continued)
as “Qmest”. At the beginning of the years in issue, petitioners
owned 75 percent of Qmest and, by August 1995, owned 100 percent.
For a description of the conduit installation projects and the
| RU projects, see Anschutz I

3 Qnest also engaged in other projects which were not at
issue. For a description of all projects during the years in
i ssue, see Anschutz I.
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increnentally between the custoner contracts and its retained
assets.*

On February 4, 2003, respondent mailed a notice of
deficiency to petitioners for the years in issue. Respondent
determ ned that Qmest’s increnmental cost allocation did not
clearly reflect income and that an average cost allocation
approach should be used for all of Qwmest’s conduit installation
and IRU projects. Petitioners’ petition to this Court followed
on April 24, 20083.

In Anschutz |, respondent contended that Qwest’s increnental
cost allocation nethod was not a reasonable allocation nmethod
under section 1.263A-1(f)(4), Incone Tax Regs. Further,
respondent asserted that Qwest’s increnental cost allocation
method failed to clearly reflect inconme, and thus respondent
could change it to an average cost allocation nethod. W found
that Qnest’s increnental cost allocation nethod was a reasonabl e
al l ocation nmet hod under sections 1.263A-1(e)(3)(i) and 1.451-
3(d)(6)(ii), Incone Tax Regs., and that respondent abused his
discretion in determning that Qaest’s increnmental cost

allocation nethod failed to clearly reflect incone.

4 The increnental cost allocation nethod was used for both
the conduit installation projects and the IRU projects, but the
met hod varied slightly. For a detailed description of Qnest’s
increnental cost allocation nethod, see Anschutz |
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Di scussi on

Reconsi deration under Rule 161 is intended to correct
substantial errors of fact or |law and allow the introduction of
new y di scovered evidence that the noving party could not have
i ntroduced, by the exercise of due diligence, in the prior

proceeding. Estate of Quick v. Conm ssioner, 110 T.C 440, 441

(1998). This Court has discretion whether to grant a notion for

reconsi deration and will not do so unless the noving party shows

unusual circunstances or substantial error. |d.; see al so Vaughn
v. Comm ssioner, 87 T.C 164, 166-167 (1986). “Reconsideration

is not the appropriate forumfor rehashing previously rejected
| egal argunents or tendering new |l egal theories to reach the end

result desired by the noving party.” Estate of Quick v.

Conmi ssi oner, supra at 441-442.

In his notion for reconsideration, respondent alleges that
“the Court failed to analyze the application of the ‘directly
benefits’ test, as required by the section 263A regul ations.”
Respondent further argues:

Section 1.263A-1(e)(3)(i) inplenents the section 263A
requi renent that a taxpayer nust allocate the costs of
produci ng an asset to that asset. Section 1.263A-
1(e)(3)(i) of the regulations provides: “Indirect
costs are properly allocable to property produced or
property acquired for resale when the costs directly
benefit or are incurred by reason of the perfornmance of
production or resale activities.” (Enphasis added.)
The test in section 1.263A-1(e)(3)(i) is disjunctive:
Qnest nmust all ocate Conmmon Indirect Costs to its
section 263A retained assets if those costs neet either
prong of the test. The Court’s opinion is based on the
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“Incurred by reason of” prong. The Court did not

address the “directly benefits” prong as required by

the regulatory test. Qaest’s Conmon |ndirect Costs

plainly neet the “directly benefits” prong and should

have been allocated to Qrmest’s section 263A retained

assets.

Before the notion, respondent never argued that the section 263A
regul ati ons provided for a “direct benefits” test.® Respondent’s
nmotion for reconsideration is not the appropriate forumto raise
a new |l egal theory and can be denied on that basis al one. See
id. Nevertheless, to explain why we conclude that respondent

m sconstrues the regul ati ons under section 263A and ignores the
regul ati ons under section 460, we shall address respondent’s new
t heory.

At issue in Anschutz | was Qunest’s allocation of indirect
costs, incurred when installing conduit or when pulling fiber,
between its retained assets and its |ong-term custoner contracts.
Section 263A governed the cost allocations to its retained
assets, while section 460 governed the cost allocations to its
| ong-term custoner contracts.® W found that the regul ations

under each section provided for two | evels of allocation of

indirect costs, and only the first-level allocations were at

> In his answering brief, respondent analyzed Qaest’s
increnental cost allocation nethod under both the clear
reflection of incone standard and under the “reasonabl e
allocation” test. The Court addressed both in Anschutz |

6 See Anschutz | for a detailed description of each
| nt ernal Revenue Code section
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i ssue.” See secs. 1.263A-1(e)(3)(i), (f)(4), (9)(3), 1.451-
3(d)(6)(ii), (8)(iv), Income Tax Regs.?

The first-level allocations are governed by sections 1.263A-
1(e)(3)(i) and 1.451-3(d)(6)(ii), Income Tax Regs. In his
notion, respondent focuses only on one sentence of section
1. 263A-1(e)(3) (i), Income Tax Regs.: “Indirect costs are
properly allocable to property produced or property acquired for
resal e when the costs directly benefit or are incurred by reason
of the performance of production or resale activities.”
Respondent’s interpretation of this sentence, resulting in the
creation of a “directly benefits” test and an “incurred by reason
of ” test, would render neaningless the remainder of section
1. 263A-1(e)(3) (i), Income Tax Regs., and would create an
unjustifiable contradiction between sections 1.263A-1(e)(3) (i)
and 1.451-3(d)(6)(ii), Inconme Tax Regs.

If we were to apply the “directly benefits” test advocated

by respondent, all indirect costs that directly benefit taxpayer-

" The regul ati ons under secs. 460 and 263A do not use the
term nol ogy “first level” and “second | evel” allocations.
However, the effect of those regulations is to break the
allocations into two distinct steps. For purposes of clarity, we
refer to these steps as “first level” and “second |evel".

8 Sec. 460(c)(1) provides that costs are allocated to |ong-
termcontracts in the same manner as costs are allocated to
extended period |ong-termcontracts under sec. 451 and the
acconpanyi ng regul ations. Sec. 451 directs us to the regul ati ons
at sec. 1.451-3(d)(6), Inconme Tax Regs., to allocate costs to
| ong-term contracts.
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produced property would have to be allocated to that property.

However, section 1.263A-1(e)(3)(i), Income Tax Regs., provides
that “Indirect costs may be allocable to both production and
resale activities, as well as to other activities that are not
subj ect to section 263A.” The section then requires that

i ndirect costs be reasonably all ocated between taxpayer - produced
property and the taxpayer’s other activities. |If all indirect
costs that directly benefit the taxpayer-produced property were
allocated to that property, as respondent suggests, comon
indirect costs that also benefit the taxpayer’s other activities
coul d not be reasonably allocated to those activities, as
contenpl ated by the renai nder of the section.

Simlar to section 1.263A-1(e)(3)(i), Income Tax Regs.,
section 1.451-3(d)(6)(ii), Inconme Tax Regs., provides that costs
which directly benefit the performance of |ong-termcontracts
must be allocated to those contracts. |If we interpreted section
1.451-3(d)(6)(ii), Income Tax Regs., in the sane manner
respondent interprets section 1.263A-1(e)(3)(i), Incone Tax
Regs., the two sections would contradict each other when a
t axpayer like petitioner nmust allocate common indirect costs that
directly benefit both taxpayer-produced property and | ong-term
contracts. Section 1.263A-1(e)(3)(i), Incone Tax Regs., would
require that the taxpayer allocate 100 percent of the common

indirect costs that directly benefit both the taxpayer-produced
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property and the long-termcontracts to only the taxpayer-
produced property. At the sane tine, section 1.451-3(d)(6)(ii),
I ncone Tax Regs., would require that the taxpayer allocate 100
percent of those same common indirect costs to only the long-term
contracts. The requirenent of one section could not be
reconciled with the requirenent of the other w thout sone
mechanismto allocate the common indirect costs between the
t axpayer - produced property and the long-term contracts.
Respondent’s “directly benefits” test would | eave the taxpayer
wi t hout such a nechani sm

The proper rule for first-level allocations of common
i ndirect costs between taxpayer-produced property and | ong-term
contracts is arrived at by | ooking at sections 1.263A-1(e)(3)(i)
and 1.451-3(d)(6)(ii), Inconme Tax Regs., in their entirety. The
sections are simlar in structure and, as found in Anschutz |
provide an identical rule for first-level allocations.

Section 1.263A-1(e)(3)(i), Income Tax Regs., provides that
“I'ndirect costs are properly allocable to property produced or
property acquired for resale when the costs directly benefit or
are incurred by reason of the performance of production or resale
activities.” Simlarly, section 1.451-3(d)(6)(ii), Incone Tax
Regs., provides that “In determ ning what indirect costs are
properly allocable to * * * [a] long-termcontract, all such

costs that directly benefit * * * or are incurred by reason of
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the performance of * * * |ong-termcontracts, nust be allocated
to * * * long-termcontracts”. These sentences, in isolation, do
not provide a rule for how indirect costs that directly benefit
or are incurred by reason of both taxpayer-produced property and
| ong-termcontracts should be allocated between the property and
the contracts. To allocate indirect costs between taxpayer-
produced property and |long-term contracts when the same costs
benefit both the property and the contracts, the remai nder of the
sections nust be consi dered.

Each section goes on to recogni ze that sone indirect costs
may be all ocable to activities subject to that section (either
t axpayer - produced property or long-termcontracts) and to the
taxpayer’s other activities. |In pertinent part, section 1.263A-
1(e)(3) (i), Inconme Tax Regs., provides:

I ndirect costs may be allocable to both production and

resale activities, as well as to other activities that

are not subject to section 263A. Taxpayers subject to

section 263A nust nmake a reasonable allocation of

i ndi rect costs between production, resale, and other
activities. |[Enphasis added.]

Simlarly, section 1.451-3(d)(6)(ii), Inconme Tax Regs., provides:

Certain types of costs may directly benefit, or be
incurred by reason of the performance of * * * |ong-
termcontracts of the taxpayer even though the sane
type of costs also benefits other activities of the

t axpayer. Accordingly, such costs require a reasonable
allocation between the portion of such costs that are
attributable to * * * |ong-termcontracts and the
portion attributable to the other activities of the

t axpayer. [Enphasi s added. ]
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Section 1.263A-1(e)(3)(i), Incone Tax Regs., does not
provide for a “directly benefits” test or an “incurred by reason
of” test, of the kind suggested by respondent. Instead, as found
in Anschutz | and as indicated by the above-enphasi zed | anguage,
sections 1.263A-1(e)(3)(i) and 1.451-3(d)(6)(ii), Inconme Tax
Regs., provide a “reasonable allocation” test for a taxpayer’s
all ocation of indirect costs anong taxpayer-produced property,
| ong-termcontracts, and other activities. The “reasonable
allocation” test was the focus of the Court’s analysis in
Anschutz |. Using the appropriate test, we found that Qmest’s
increnental cost allocation nmethod was a reasonabl e cost
al l ocation nethod under sections 1.263A-1(e)(3)(i) and 1.451-
3(d)(6)(ii), Incone Tax Regs. For these reasons, respondent’s
all egation that the Court inproperly focused on the “incurred by
reason of” test while ignoring the “directly benefits” test is
W t hout support.

Respondent has failed to denonstrate unusual circunstances
or substantial errors of fact or law. Respondent seeks only to
assert a new | egal theory, which we find unpersuasive.
Accordingly, we wll deny respondent’s notion for
reconsi derati on.

We have considered all argunents and contentions nmade, and,
to the extent not nentioned, we conclude that they are noot,

irrelevant, or without nerit.



To reflect the foregoing,

An appropriate order

will be issued.




